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For the past three years, | have expressed deepeni ng concerns about the
mounti ng i nbal ances of a US-centric gl obal econonmy. A rebalancing of this

| opsided state of affairs is the only nmeans by which the world can finally
start to function again as an organic gl obal econony. And | have a tough tinme
envi si oni ng how such a realignment would occur without a significant further
correction in the dollar. The biggest unknown, in ny view, is the ultinmate
pace of dollar depreciation -- the speed of which could well have critica

i npacts on world financial markets and the gl obal econony.

It’s fruitless to blane any one nation for the unbal anced state of affairs in
the gl obal economy. It is just as nuch Anerica’s problemas it the
responsibility of the rest of the world. Anerica has continued to |ive beyond
her nmeans, as those neans are delineated by the US econony’s domestic inconme
generating capacity. But over the past decade, npbst other nations in the
wor | d have either been unwilling or unable to stinulate donestic demand. In
my view, this is not a sustainable state of affairs. A saving-short,

i ncreasi ngl y-debt-financed US econony is flirting with the perils of a
destabilizing current-account adjustnment. Trade-dependent nations el sewhere
in the world -- especially Japan and Europe -- are running the risk of
currency revaluations that could underm ne their only source of growth.

Agai nst this backdrop, the case for rebal ancing seens conpelling. Yet there
is still a general sense of denial that such a realignment is the only way
out .

I ndeed, courtesy of Anerica’s stunning resurgence in the second half of 2003,
a US-centric world has gone back to its old ways. Over the 1995 to 2002
period, our estimates suggest that the US accounted for fully 96% of the

cunul ative increase in world GDP (nom nal dollars as converted by market
exchange rates). Throughout the | ong sweep of post-Wrld War |1 experience,
this is the nodern-day world econony’s nost extreme bout of unbal anced growt h.
The requisite rebal ancing could be driven by a conbination of two devel opnments
-- a weaker dollar and/or a narrowing of the growmh disparities between the US
and the rest of the world. Such a devel opnment appeared to be under way in the
first half of 2003: The conbi ned inpacts of a nodest further weakening in the
dollar (down 4.5%in real terns for the broad trade-wei ghted i ndex) and a

sl uggi sh US econony (2.4%real GDP growth and only 4. 1% nom nal growt h)
resulted in a nmeaningful reduction in America’s contribution to world GDP
grom h. But then the US econonmy went on a tear, with real growth probably
averaging close to 6.5% in the second half of this year. This conpares with
average real GDP growth of only about 2.2%in the rest of the devel oped world
-- leaving little doubt that even on a currency-adjusted basis, Anerica has
recaptured the magic of the US-centric gl obal growth paradi gm
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Nor has there been any real let-up in Anerica’s outsize claimon the gl oba
savi ng pool. The net national saving rate in the US plunged to a record | ow
of 0.6%in the first three quarters of 2003. That left America with little
choice other than to inport surplus saving fromabroad in order to finance
econom c growmh -- and run massive current account and trade deficits in order
to attract that capital. According to the Bank for International Settlenents
(BI'S), the portion of global saving required to fund the US current-account
deficit has nore than tripled since 1997. The bulk of this saving has cone
fromAsia, while a nmuch smaller portion is traceable to Europe. Wthin Asia,
the increnental saving growh has conme mainly fromthe region s energing
econom es, such as Korea and Greater China; Japan’s national saving rate, as
well as its current account surplus, has remined high but relatively stable

in recent years. It’s not as if the world has resisted this arrangenent.
Demand deficient and surpl us-saving economes in Asia and Europe have been
nmore than willing to fund excess demand in the United States. Moreover, by

recycling the bulk of this surplus capital into US Treasuries and quas

gover nment paper (i.e., agencies), foreign investors are keeping US interest
rates | ower than otherwi se would be the case -- thereby providing an added
source of stimulus to the world s main engine of demand growth. Perhaps the
nost di sturbing elenment of the external financing conundrumis that it is not
stable. Anmerica s rapidly deteriorating fiscal position points to steadily
mounting US current-account deficits, which place ever-increasing clains on

gl obal saving. That means foreign investors will need to increase their

al ready overwei ght positions in dollar-denon nated assets in order to keep the
US-centric gl obal growth dynam c goi ng.

Utimtely, it boils down to the question of sustainability. There' s a
financial aspect to this question -- whether surplus saving econonies are
willing to keep funding Anmerica s inbal ances without demandi ng any
conpensation for increasingly overweight positions in dollar-denom nated
assets. There’s a general belief that any shortfall of dollar buying from
private foreign investors can be offset by increased demand from central banks
and treasuries around the world. In that vein, it’s inportant to note that
fully 73% of the world s official foreign exchange reserves renmain |odged in
dol | ar-based instrunments (as of the latest official data point for year-end
2002) -- an enornous overweight that is nore than double America’ s 30% share
in the global econony. There' s also a host of “real -econony” considerations
to the question of sustainability -- from nounting trade deficits and jobl ess
recoveries in the US to suppressed donestic consunpti on and potentia

i nvest ment bubbl es in surplus saving econonies el sewhere in the world. In
addition, as election cycles heat up, there are tough donestic politica

consi derations to consider -- nanely, the increasingly protectionist
tendencies to shield workers who are bearing the brunt of external inbal ances,
trade deficits, and hei ghtened i nport penetration. And there are equally

vexi ng geopolitical considerations that bear on the issue of sustainability --
nanmely the willingness of the world to accept Anerican hegenony on financi al
economic, mlitary, and even social ternms. These are thorny considerations,
to be sure, but they lay bare a tough set of pressures that nust be finessed
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if a lopsided US-centric global econony is to stay its present course.

The dollar may have the final say in this great debate. A rebal ancing of an
unbal anced gl obal econony cannot occur without a shift in relative prices, in

my view. That puts unm stakable downward pressure on the dollar -- the
worl d’s nost inportant relative price. |In broad, trade-weighted terns the
dol lar has fallen about 10% (in real terns) over the past 22 nonths -- a

qui ntessential soft |anding. Based on current-account adjustments of the

past, the dollar’s dowward adjustnent may only be half over, at best (see
Caroline Freund, “Current Account Adjustnents in Industrialized Countries,”
Federal Reserve International Finance Di scussion Paper No. 692, Decenber

2000). What matters nost, however, is the speed by which the dollar gets from
point Ato point B. A continued soft landing is consistent with the scenario
of a benign current account adjustnment. A rapid decline -- the so-called hard
landing in the dollar -- would undoubtedly weak havoc on financial markets
and the world econom es

Macro provides a framework that |ays out the tensions bearing down on the
dollar. But it falls short in being able to make the distinction between the
soft- and the hard-1andi ng outcones. The verdict on that count probably plays
nmore on the intangi ble aspects of a faith-based currency. Today’s inbal ances
are | arge enough such that a sudden |oss of confidence in expected returns on
dol I ar-denom nated assets could trigger a sharp sell-off in the currency.

It’s anyone’s guess as to what mght spark such a turn in sentinent. M top
two candi dates -- an escal ation of protectionist trade actions by the US or a
downsi de growth scare in the real econony. The basic point is that the die is
cast for a significant further downward adjustnment in the foreign exchange

val ue of the dollar. The pace of the remaining portion of this correction
depends al nost entirely of the reaction of the foreign investor community --
private as well as official -- to those periodic shocks that always seemto
occur.

Conventi onal w sdom anongst investors and policy nmakers is that Anerica’s
current account and currency adjustnment will be benign -- playing out at a
nmeasured pace over a nunber of years. Federal Reserve Chai rman Al an Greenspan
recently endorsed just such an outcone (see his remarks at the 21st Annua
Monet ary Conference, Co-sponsored by the Cato Institute and The Econom st,
Washi ngton, DC, November 20 2003). Nor is he alone in calling for yet another
soft landing. As | travel the world, the common response that | get when
speaki ng of the potential for a further drop in the dollar refers to the
belief that Washi ngton wouldn’t dare let the currency fall sharply before the
upcom ng presidential election. That reflects a deeply held view that the
authorities have both the will and the neans to offset the powerful confluence
of market-driven and psychol ogi cal forces. The soft |anding, of course, has
al ways been the preferred way out of tough circunstances. Yet sonetines, the
exit strategy is determ ned by forces that transcend the will and

determ nation of mere nortals.
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